China's impressive growth has been accompanied by increasing inequality and a widening rural-urban divide. This paper identifies and examines nine major dimensions of this divide: income, consumption, education, healthcare, employment, child care, pensions, access to public services and environment. The paper attributes the main causes of the rural-urban divide to China's development strategy and the associated regressive tax and subsidies policies. This paper is among the first to evaluate and decompose the rural-urban divide into multiple dimensions or gaps, and highlights the severe constraints on the Chinese peasantry. It discuses the policy and welfare implications of the rural-urban divide. It argues that the large size of the rural-urban divide was mainly due to inequality in opportunities and the lack of social provision of public goods in rural areas. The removal of discriminatory policies, including the provision of such public goods, will lead to greater equality of opportunity and a reduced gap. Increased equality and efficiency can be achieved simultaneously.
A peculiar feature in China is the Household Registration (Hukou) system, which effectively divides the population into two groups and this contributed to different development levels in urban and rural areas. This system has severely reduced the extent to which rural people can migrate to urban areas for a higher income and a better livelihood i .
There are two issues in the literature that need to be more fully addressed. First, although there has been considerable interest in the literature in inequality and the rural-urban divide in terms of income and consumption, few studies have explored the scale and dimensions of other aspects of this divide.
ii There are, however, other gaps which might be more severe, in terms of welfare, than the income and consumption dimension, and these have evolve and trend in their own ways. Second, most of the analysis (for example, Yang and Cai 2003; Lin and Liu 2008,) attribute the divide to inappropriate government intervention, arguing that by reducing such government intervention, the income gap can be narrowed through growth, thus both efficiency in production and equity in income distribution can be achieved. However they failed to explain the apparent puzzle that the rural-urban income gap was increasing and became much bigger on average in the reform period, when the government intervention became less.
To sum up, there are still many questions that need to be answered and many mechanisms that need to be better understood. For example, what other gaps in addition to the income and consumption gaps are there between the rural and urban areas? What are the fundamental causes of these gaps? Are these gaps in some sense natural and a result of market forces or due to government policies? Why is the income gap still increasing despite both the elimination of many of the "distortionary" polices which were blamed for it, and the introduction of some rural social programmes which aimed to reduce it? Would the alleviation of rural-urban inequality hamper efficiency? This paper addresses these questions.
It firstly examines the extent of China's rural-urban divide through nine dimensions and secondly assesses the fundamental causes of this divide.
The rest of the paper is structured as follows. Section 2 examines the many dimensions of the rural-urban divide and Section 3 investigates their causes. Section 4 discusses the difficulties faced by rural residents, the mechanisms by which equality and efficiency might be achieved simultaneously and the inadequacy of only eliminating existing discrimination. Section 5 concludes.
Dimensions of the Divide
There are many dimensions to the rural-urban divide and in this discussion it should be noted that this concept in China has both similarities and differences with other developing countries. At one level it could be considered simply in terms of rural areas and urban areascomparing livelihoods of people in those areas. But in China an individual's status is legally defined by their Hukou status. This means that despite some rural people moving to urban areas and even remaining there for a prolonged period of time, they are still classified as rural people if they do not have an urban Hukou. In 2005 figures indicate that 100 million people with rural Hukou status were resident iii in urban areas (China State Council, 2006) . In the subsequent discussions the distinction between "rural areas" and "rural people" (as defined by their Hukou) needs to be born in mind and the context should make it clear whether it is the area or the people that are being referred to.
i) The Income Gap It has been confirmed that the rural-urban income gap is increasing and is now amongst the largest in the world (for example, Sicular et al., 2007) . To provide an intuitive view of the income gap, Figure 1 shows the average per capita income for urban and rural households on the left axis and the ratio of urban to rural average income on the right axis. From the figure it is clear that the rural-urban income gap has increased over time.
iv From 2002 it is noticeable that although rural-urban income inequality is still increasing, the rate of increase is slowing. Despite the importance of this issue, there is still no consensus as to the most appropriate measure of the income gap. Most of the literature takes into account cost of living differences, which are generally higher in cities and use a bigger price inflator for urban areas. This results in a much smaller rural-urban gap. However, this literature ignores differences in the quality of the goods that are typically consumed by urban and rural consumers (Johnson, 2002) . As a result these studies overstate the price index appropriate in urban areas and understate the real income and consumption level compared with the rural areas. Sicular et al (2010) include income figures for rural migrants (generally much lower than the incomes of those with urban Hukou status) in their calculation of urban income and they find a smaller rural-urban income gap. However, an important question is whether rural migrants to the urban areas have much in common with other urban dwellers? Many of these migrants remain officially rural residents and even though they were part of the urban labour force, their tax liability was based on their original rural Hukou.
ii) The Consumption Gap.
Despite its importance, there is very little literature on the consumption gap, mainly due to the paucity of the data. The conventional view is that in the pre-reform period both urban and rural areas were equally poor so that consumption inequality was not a problem. However, this view may not be so accurate now. Many, including Lin (1990) , have discussed the fall in the national population that has largely resulted from hunger and malnutrition during the period 1959-62. This phenomena is now referred to as the Great Famine and could have killed at least 30 million, overwhelmingly in the rural areas. Urban areas were guaranteed a supply of food by the state, and the strict enforcement of the Hukou system prevented, or substantially reduced, rural-urban migration during the period of the famine.
After the introduction of the Household Responsibility System (HRS) in 1979-84 and the resulting more efficient and higher agriculture production, most rural areas were freed from hunger. However, despite these improvements many in rural areas are still struggling to meet the bare necessities of life. Conversely, urban consumption has risen massively. So, perhaps while there may be only a small gap in terms of calorie intake, there may be huge differences in terms of consumption patterns, quality of goods and services and the overall quality of life.
A good indicator of the consumption gap is the difference in the urban and rural Engel coefficients, that is, the percentage of expenditure on food in total consumption expenditure.
Because food consumption has smaller income elasticity, this is a good indicator. These are shown in Figure 2 , which again uses NBS data published in the Chinese Statistic Yearbook from 1978 to 2008. It can be seen that, although the Engel coefficients for both urban and rural households decreased by about 35 per cent, there is a constant 15-20 per cent difference between the two groups, which indicates the level of consumption differences. This again may understate the difference because those in the urban areas tend to eat out in restaurants more than rural households, as they adopt a lifestyle enjoyed by those on higher incomes so urban food expenditure might actually be on services rather than on basic food items.
< Figure 2 >
In the study of rural consumption, as with income,, many people take for granted the use of a lower price index for rural areas, which results in a lower consumption gap. Again, differences in the quality of goods are ignored and if these were taken into account measures of the consumption gap would be bigger.
Another problem is a possible error in the attribution of production expenditure for consumptions expenditure. Rural households not only consume grain but also retain some to plant for next year's harvest. If all grain purchased were as consumption, this clearly overstates rural consumption. Or more generally if expenditure on farm inputs is deducted from total income, the amount left for consumption or savings in rural areas diminishes, increasing the rural-urban consumption gap still further.
iii) The Education Gap.
The gap between urban and rural education itself has many aspects including costs, level and quality and the returns to education. Schools in urban areas receive a large amount of support from the government while those in rural areas receive very little. Rural residents are required to contribute via taxation to the maintenance of the physical infrastructure of schools and the teachers salaries. Many rural areas are so poor that the tax revenue is insufficient to pay for schools, and where they do exist, they are often of a low quality. Furthermore even where schools do exist, some families are unable to send their children to school because they can not afford the tuitions fees.
vi
The most important factor influencing a person's educational attainment, or enrolment, after age, is whether that person lives in a rural or urban area Knight, Li and Song 2006) . In 2005, the proportion of senior-high school graduates from urban areas was three times higher than from rural areas and the proportion of college graduates four times higher (NBS). It has been estimated that if rural education levels were to increase to the level of urban areas, the overall rural-urban income gap would decline by 25-30 percent (Sicular et al, 2007. p. 123) It should be noted that returns to education in China have been found to be low when compared to other countries, but this is especially the case in rural areas (Appleton et al 2004, Wang and Piesse 2008) . Low returns to education particularly in rural areas and especially for high schools, provide a low incentive for families to pay the cost of education for their children. All these factors together trap many rural people in a state of poor-education and thus only able to get low wage employment, making inequality self-perpetuating.
iv) The Healthcare Gap
During the pre-reform period, China's health insurance system provided virtually free coverage for people employed in urban state enterprises and the public sector and relatively inexpensive coverage for their families. However, in the rural areas widespread and free healthcare only became available towards the end of the pre-reform period. Taking the country as a whole the collective health care system in the pre-reform period impressively reduced infant mortality rate and increased life expectancy at birth from around 40 in 1950 to 65 in 1978.
In the reform period, while most of the urban population have still been provided with various kinds of subsidised healthcare, the system collapsed in the rural areas. vii The system in the countryside had been tied to the collective farms. When these were abolished there was almost a complete lack of investment and subsidy and access to healthcare was massively reduced. The situation in rural areas stands in sharp contrast to the increasingly high-quality care in China's relatively more affluent urban areas. In the rural areas only 10 per cent of the population are covered by rural cooperative health service schemes and more than 80 per cent of the rural population have no access to medical support from any source.
Many rural people are caught in a poverty trap whereby when they suffer from poor health their inability to pay medical costs prevents their recovery and ability to return to work. In the 2003 National Health Survey, 30 per cent of poor households identified a large healthcare expenditure as the reason that they were in poverty (Ravallion and Chen 2007) . As a result, many poor households either forego treatment, exacerbating illnesses in increasing the inequality in life expectancy, or face devastating financial consequences. Thus ill-health is not only a consequence but also a leading cause of poverty.
In an effort to prepare for future epidemics and seeking to address growing economic divisions, the government has been undertaking a reform of its health care system with the stated aim of improving the quality of health care in the countryside. Although the New Rural
Co-operative Medical Care System initiative was introduced in 2005 to overhaul the healthcare system, and in particular to improve access and make it more affordable for the rural poor, patients still have to pay about 40 percent of hospital charges. On top of that, there remains a tendency towards an "urban concentration of health-care facilities and expertise" (Rutten, 2010, p18) .
v) The Employment Gap.
China has been characterised as having surplus labour and the rural areas have operated as the sink for this surplus labour. Urban areas enjoy an average income based on institutional wages that are substantially higher than average rural income based on a subsistence level Song 2005, Wang and Piesse 2008) . The fragile position of the rural workers is further compounded by the fact that their wages are weakened by the lack of other opportunities, information about alternatives or social security.
The agriculture sector in general has high levels of surplus labour and very low marginal productivity. The route out from this is migration to the urban sector. Rural people are aware that higher returns to their labour exist outside agriculture but have limited opportunities to pursue non-agricultural activities and migration to urban areas remains difficult for many people.
At the beginning of the reform, rural residents needed a permit to allow them to migrate to other areas in order to work and these were issued on a quota basis. On arrival in a new city, they were required to register with the police, and both the permit and registration were subject to a fee. These fees were often very high, posing an insurmountable barrier for some and a deterrent for many.
Moreover, there are restricted employment opportunities for rural migrants as a result of city governments' attempts to minimise unemployment for urban residents in order to maintain social order (Knight and Song, 2005, p.184) . For example, in the 1990s, State Owned Enterprises (SOEs) were required to give jobs to urban residents first and to employ a certain proportion of local residents despite the fact the migrants would have been prepared to work for a lower wage. In fact, the political and institutional arrangements gave urban residents privileged access to secure employment at above market-clearing wages and controlled the flow of peasants to the cities, allowing rural migrants to fill only the jobs that urban-dwellers did not want (Appleton et al 2004) .
Past research has shown that labour markets in China have been highly segmented for many years , Appleton et al 2004 , Knight and Song 2005 . & Zheng, 1996) . Thus, while elderly people may not wish to be depended on their children for support the scarcity of social-welfare benefits and limited economic development in rural areas is likely to increase the change that this is necessary.
The government is currently reforming the pension system and part of these reforms addresses the lack of pensions in rural areas. Some farmers over the age of 60 will be able to receive a small monthly endowment. This is sponsored mostly by local government and is of a varying amount according to certain areas' income standards. But overall the government's pension policy is still focused mainly in urban areas and the provision for old age in rural areas is still extremely poor.
viii) The Public Goods and Services Gap Large amounts of government revenue are invested in urban development projects, while there is relatively speaking far less per capita in rural areas. What is defined as a public service in a city may not be considered so in the countryside. Much of the public sector infrastructure that does exist in the rural areas is provided by the rural population themselves.
China has a highly decentralized fiscal system in which local governments rely primarily on local tax collection to provide basic public sector goods and services. However, some have argued that many such services are never received or the work is not done . Furthermore, the social security net is almost none-existent in rural areas. In the reform period, the Household Responsibility System created a huge boost in agriculture productivity, production and rural income, but the disintegration of the collective farms meant the dismantling of almost all social provision.
ix) The Environmental Gap
Although air pollution in urban areas is often far worse than in rural areas, the lack of any regulation in the latter has meant that there are some rural industries which are imposing severe environmental threats. There are the so-called "cancer villages", where the occurrence of cancers are many times the national average viii . Most of these "cancer villages" can be seen to be the result of local government's eagerness to build factories but lack of knowledge, experience or will to establish environmental controls. The reluctance or inability to implement environmental regulations has resulted in the proliferation of factories using dangerous chemicals, causing many deaths in rural villages. In addition to this according to the Chinese Ministry of Health, at the end of 2007, fewer than two-thirds of rural villages had access to piped water and only just over half had hygienic toilets (Holdaway 2010 ).
x) Other Dimensions of the Rural-urban Divide.
Despite the major differences discussed above, there are others, such as the digital divide, differential access to media, culture, and travel, on which there is currently little information or substantive data. All of these support the thesis of major divisions between welfare in urban and rural households.
The Causes of the Divide
Understanding the causes and trends of the rural-urban gaps is important for analysing and improving social welfare. This section explores the fundamental causes of the gaps. The focus is firstly on natural factors that might contribute to the rural-urban divide and secondly to policy issues.
The Inferior Status of Agriculture and Rural Areas
Simple economic analysis stresses the fact that the agricultural sector is fundamentally based on the use of land. Land is ultimately a factor of production of which there is a limited supply and where the best land is used first and the marginal land second, resulting in diminishing returns to land. China also has high levels of surplus labour in the rural areas, results in diminishing returns to labour. The surplus labour combined with the low level of capital investment and consequent low capital to labour ratio, can drive labour productivity and thus incomes to an extremely low level. In this sense, the agricultural sector is intrinsically inferior to industry in terms of productivity. Because agriculture dominates the rural areas and industry the urban areas income is lower in rural than urban households.
The difference in income introduces pressures for people to move from rural to urban areas.
In a market economy this should have an equalizing effect on income. However factors such as the cost of migration, cultural differences and geographical distance act as barriers that prevent the equalizing effects between the sectors. These natural differences explain the wage and income difference in many countries where labour is not prevented by legal or other institutional arrangements from moving between sectors. In Lewis (1954) , the urban wage is approximately 30 percent higher than that in rural areas.
Policy Distortions

Development Strategy in the Pre-Reform Period
The inferiority of the agricultural sector arising from natural factors has been exacerbated by some elements in agricultural policy, which were part of the development strategy in the prereform period. This strategy explicitly sought to exploit the agricultural sector and the rural population in order to support industrial development concentrated in urban areas. This prioritised capital intensive heavy industry over support for agriculture and for many years, capital was taken from the agricultural sector to provide for high investment in heavy industry (Lin, Cai and Li, 1996) .
Under the system of central planning, the central government used a policy whereby industrial products had higher prices and agricultural products lower prices, a policy known as the "price scissors". ix Because the free trade of agricultural products was forbidden by law, the rural population had no means of realising the market value of their products. This kind of exploitation is well documented in the literature (for example, Lin, Cai and Li 1996; Whyte and Sun 2010). As Whyte (2010a) points out while pledging to promote social equality the socialist planners systematically discriminated against rural peasants in China. It was hoped by the planners that the transfer of income from rural to urban areas and the prioritisation of the industrial sector would have been able to generate enough growth that would positively affect the entire country, including the rural areas. That is, that this growth effect would outweigh the negative impact of the rising inequality and result in an improvement of living standard in rural areas.
The government institutionalized the rural-urban divide through the Hukou system, because it wanted to implement its heavy-industry oriented development strategy without causing the excessive rural-urban migration that is seen in many other developing countries. To what extent this strategy has achieved some of its goal and helped make China better off in the long run is beyond the scope of this paper, but it is clear is that it has resulted in a very large ruralurban divide and it still has detrimental effects on the livelihood of rural residents. As Whyte (2010a) points "It is one of the cruel ironies of modern Chinese history that a revolution led by a son of the soil that came to power by appealing to peasants and through a predominantly
peasant-based army, ended up producing a social order that made urban privilege and peasant exclusion its cardinal organizing principles."
The Growth Orientation in the Reform Period
Apart from the initial focus of the reforms which were on the rural area and involved dismantling collective farming in 1979-1984, the reforms focus quickly moved to the urban sector. Many of the practices from the centralised planning era were left untouched and remained largely responsible for the rural-urban divide.
Although the pursuit of a heavy industry strategy was replaced by a more market oriented one, the growth path remained urban biased. The government's allocation of capital and investment was, and still is, largely concentrated in urban areas. The restriction of rural urban migration continued and this not only reduced the competition faced by urban workers, but did so at the cost of rural residents who were excluded from the possibilities of higher income. To solve this puzzle, one has to look at several different angles. One explanation is that the removal of the distortions and rapid growth in the reform period led to new inequalities. This is because growth is rarely uniformly distributed. If one starts off with equality and has any growth that is less than equally distributed then overall inequality increases. The Kuznets inverted U-curve tells this story well.
A Puzzle: Reduced Intervention and an Increasing Divide
The existence of surplus labour in rural areas and restriction on migration made the development more uneven. For Hukou residents in urban areas, the unemployment rate was around 4 percent (NBS), however, huge amounts of surplus labour exists in rural areas (Kwan 2009). When there exists surplus labour, the wage income for rural people, whether migrant or not would stay at subsistence level (Lewis, 1954) . The large amount of surplus labour and constant low wage income, contrasted with quick urban development and an increasing urban, institutionally determined, wage for those who have urban Hukou. This resulted in an increased rural-urban income gap.
Another explanation is that this puzzle is only true for certain gaps like income or consumption. In the pre-reform period, income inequality was low across urban and rural, areas and this led many to believe that China was equalitarian. However, using only income as a measure of the size of the rural-urban gap is likely to be misleading. The divide was very big in the pre-reform period when other gaps are taken into consideration. That is, although the puzzle of reduced intervention and an increasing divide seems a valid description if we restrict ourselves to income and consumption dimensions. In other dimensions things are not so clear.
Thus although it is largely correct to say that many distortionary policies have been removed different policies have had different impact on specific dimensions of the divide. One has to look at the different dimensions and the associated policies individually and separately, to see if the distortions have become worse or better in the reform period. For example, although government polices were urban biased, government intervention for rural healthcare and education and public goods in the pre-reform period had a positive impact because those interventions were to overcome market inefficiency. The removal of the support for public goods prevision in the reform period has made the situation worse in rural areas.
Taxation without Social Provision
To solve the puzzle of increasing inequality with reduced government intervention, in addition to the urban biased growth strategy in the reform period, one has to look at the worsening adverse redistribution of income: or what might be best described as taxation without social provision.
In the reform period price controls on agricultural output were gradually relaxed in the early In competitive markets, when there are high levels of taxation, individuals may choose to work longer hours to reach their target standard of living. The "income effect" of taxes induces more work and hence increases economic efficiency (Salanie 2003 ).
x However, in China, as in any country with high levels of surplus labour, the utility of leisure of those labourers is very low. When incomes of many rural household are close to subsistence level and would have reached the point that the marginal product of labour was close to zero. The substitution effect between work and leisure does not exist.
Thus, in any country with high levels of surplus labour high taxation of the poor will only result in a reduction in the livelihoods of the rural population while not increasing economic efficiency. Because of the surplus labour, most of the potential income-increasing opportunities have already been exploited. For example, they can not increase income by working more and harder (because their MPL is near zero). The only way they can improve their income is to migrate to the industrial sector. xi Therefore, high taxation will not increase overall national productivity as it does in developed countries with a progressive system of taxation. Any taxation on the poor will have a redistribution effect that will increase inequality.
If tax revenues are spent in a way that enhances output, or are redistributed effectively back to those on low incomes in the form of subsidies, the negative effects of tax may be minimized.
This was the case in the pre-reform period. In return for paying agricultural tax, rural areas received government support for education and healthcare and some other public goods.
However, things got worse for the rural areas in the reform period up to 2003-06. Farmers continued to pay taxes, but the social prevision was stopped.
As discussed above, there has been little redistribution of income to rural residents in China.
There has also been a lack of public infrastructure in the rural areas as the major investment has been concentrated in the urban areas. The rural population neither received subsidies nor any improvement in local facilities, while providing much of the direct tax revenues even in the reform period. This means that in a strict sense the unfairness of the tax system increased poverty and vulnerability in the rural areas and partly explains the increasing rural-urban gap in the reform period.
In essence the "naturally" inferior status of the agricultural sector would tend to lead to inequalities between urban and rural areas. But there has been a far deeper and more extensive divide because not only have there been the government's distortionary policies, in factor allocation, price distortion and urban biased investment, but the negative effects of the urban biased redistribution of income and social provision. Thus, although market forces might have been expected to reduce this divide by inducing convergence between urban and rural, government policies have prevented this.
Inequality of Opportunity
Another feature, and in a sense the most fundamental feature of the divide, is inequality of opportunity. Inequality of opportunity relates not only to differences in access to education and employment, but to the inequality in all factors affecting the individual's welfare, over which they have no control. Zhang and Eriksson (2010) , following Roemer (1998) , argue that the factors which affect an individual's advantage should be divided into two categories. One is called "circumstances" and includes factors like family background, region of birth and gender. These are factor over which individuals have no influence. The other category they call "efforts" and this consists of the results of individual's choices. These are factors like education or type of work.
China has a high degree of inequality of opportunity and this is partly due to the Hukou system that has allowed economic advantage or disadvantage to be transmitted from one generation to the next. Zhang and Erikisson (2010) , found that more than half of the inequality of income was caused by inequality in opportunity.
xii Based on Zhang and Erikisson (2010) , the evolution of both income Gini coefficient and opportunity Gini coefficient is shown in Figure 3 . From this, it is clear that the increase in income equality is largely following an increasing inequality of opportunity. For example, when freedom of movement is allowed, rural populations can migrate to urban areas to increase their income and avoid the exploitation that frequently occurs in the countryside.
However in China this is difficult because of the Hukou system. <Figure 3>
As discussed above the rural-urban divide is mainly due to policy distortions which have restricted opportunities for rural people. People are not able to gain an urban Hukou or the right to stay in urban areas as permanent residents even though they might have worked there for decades. The existence of these "second generation migrants" clearly demonstrates the depth of discrimination in China. In comparison were they to have migrated to another country and worked there for the same period of time they would have been eligible for full citizenship.
xiii Government intervention can not only influence outcomes but also opportunities. And where the government intervention has restricted opportunities this may lead to strong feelings of dislike government actions in general. Whyte (2010b) in the Social Inequality and Distributive Justice Project finds that in responding to survey questions rural residents, who are typically poor and might be expected to be demanding greater equality, are in fact significantly less likely than those in urban areas to express demands for equality and for government intervention to make China a more egalitarian society. This might be because the main experience of rural population is that government intervention has resulted in a series of policies which have widened the rural-urban divide and they are very mistrustful of further interference by the state.
Achieving Equality and Efficiency
The segregation caused by Hukou itself may not have mattered much if there had been equal investment in the rural areas and opportunities there had been developed. But this has not been the case as discussed above, particularly in the areas of education, health, employment, pensions, etc. The reform has now reached a stage where there should be an emphasis on the importance of redressing past inequities in investment.
A trade-off is claimed by some, for example Prescott (2004) , to exist in many developed countries where the widespread provision of welfare not only reduces inequality but also enhances the incentive to work and thus raises efficiency. This underlines the essential dynamics and rationale of the market. Differences in income would then be less likely to encourage workers, as factors of production, to move from inefficient sectors to more efficient ones. Thus less redistribution from government can potentially encourage harder work and improve efficiency but may be morally problematic and possibly cause social instability. At a certain stage, it is impossible to improve equality without harming efficiency.
It is claimed that the difficulties for China in achieving harmony and sustainable growth simultaneously lie in just such a trade-off between efficiency and equality. However this is not necessarily the case. There are some macroeconomic mechanisms by which efficiency and equality can be achieved simultaneously.
Break the Vicious Circle of Poverty Traps
Our analysis indicates that, although market forces would result some degree of rural-urban divide, the rural-urban divide and the associated inequity has increased rather than reduced by government interventions. If this is correct then the removal of government interventions should increase efficiency and reduce the rural-urban divide.
There might have been some poverty traps created by either the market or the government.
Where there are poverty traps even a small amount of intervention can help break the vicious circles. Spending on education and primary healthcare and reducing taxes on those in such traps is comparatively cheap and has the potential to be highly effective in raising productivity and output.
Although the tax revenue taken by the government from the rural poor was relatively small, for the individuals the burden was high and potentially has serious detrimental effect on people's vulnerability by putting them in the vicious cycle of low net wealth/low investment.
The small agricultural tax may have prevented many rural households escaping from low productivity agriculture to high productivity.
A little investment in education would be able to break the low education trap. Many rural people have had hardly any education and this has been identified as a major mechanism for making inequality self-perpetuating. If rural people cannot educate their children well, then that group is likely to remain impoverished, and they will be trapped in the low-income group permanently.
Income losses due to illness and medical expenditure are major contributors to poverty. This and the burden of environment-related diseases falls disproportionately on the rural poor (Holdaway 2010) . Addressing access to, and costs of, the poors' medical services and the environment-related sources of disease will not only improve health but also via increases in productivity and output contribute to poverty reduction and the reduce inequality and the possibilities of social conflict.
Recent Policy Changes and Their Implications
As analysed above, the current rural-urban divide is fundamentally caused by specific national policies not by the operation of the market alone. That is it is not based mainly on the inequalities in productivity but rather more by the inequalities in investments and opportunities. Since most of the inequality in China is caused by unequal access to resources and the lack of equal opportunities (social exclusion and institutional segregation such as the Hukou restrictions), progress towards more equal opportunities will provide further impetus for efficiency and growth. Thus, there is still space for Pareto improvements. Achieving harmony with sustainable growth in China may not be as hard as some may believe.
Recently, there have been some improvements in government policies to reduce distortions.
For example the agricultural tax, fees and administrative charges were waived across the country in 2006. Although there are still some small fees introduced by some local government, rural residents' tax burden has been greatly reduced. Some basic healthcare programmes have been introduced in rural areas, and education investment is increasing.
However, despite these improvements, both inequality and the rural-urban income gap are still increasing. This does not mean that the policies were not responsible for the inequality.
Rather one might argue that this is indicative of the depth of existing disadvantage of the rural people in their capability of competing in the market and their vulnerability to risks. Policy has led to lower education and training and thus less skilled labour in the rural areas and current inequality is based on the legacy of the past. Rural areas have had very limited physical and human capital investment and that is what is driving the current divide. It will take far more than small investment to make a substantial difference.
In essence, we argue that when the divide is mainly cause by inequality in investment and opportunities, equality can be achieved without sacrificing efficiency. However, the removal of the biased policies is not enough. More should be done to improve the competitiveness of the rural economy. Improving the infrastructure and social provision in rural areas and reducing the discrimination would allow the rural people to improve the dynamism of the rural economy.
Conclusions
China has been experiencing both an increasing inequality and a widening rural-urban divide for many years. This paper is among the first to discuss the extensive rural-urban divide by considering its multiple dimensions. It examines the discrimination against the rural sector and reveals the economic hardship of rural residents: those born to peasants were denied many fundamental freedoms and choices enjoyed by urban residents. Rural people had to pay a large amount of taxes while receiving little public investment and were required to provide their own public sector goods. Rural people have been treated in general as second class citizens and they could not avoid the exploitation they suffered since their status was defined by their rural Hukou.
The rural-urban divide has developed within the context of the Hukou system, which divided the population in China into urban and rural groups and made it difficult to migrate to urban areas. However, Hukou only stops the long run convergence of urban and rural incomes, it does not cause the rural-urban divide in the first place.
The rural-urban divide is a legacy of the heavy industry oriented development strategy, which was pursued in the pre-reform era, supported by exploiting rural agriculture. This was the case for many developing countries, but none to the extent that it occurred in China. Thus the fundamental source of the divide is to be found in two things: the extraction of surplus from rural areas, and the lack of investment in infrastructure broadly defined in rural areas. This has resulted in different regimes for taxation and the social support offered to rural and urban populations. This resulted in differences in the lives and livelihoods of these two groups in several respects, which have only been exacerbated by institutional barriers to restrict labour mobility.
Some of the rise in inequality was almost inevitable as China introduced a market system, but inequality and the rural-urban divide have been exacerbated rather than mitigated by a number of policies. In addition to the urban biased growth strategy in the reform period, a worsening redistribution of income has been experienced in rural areas. While the tax and fees continued to be paid up to 2003-06, social provision has largely stopped. This withdrawal of the limited but vital support in the rural areas has increased the vulnerability of rural people and partly explains the increasing rural-urban gap in the reform period.
Although the rate of the increase in inequality has been slowing down, the level of inequality is still increasing. There is great urgency to address this issue not only for the sake of political stability, but more importantly, for the ethical reason that China's further growth should not carry on being built on the exploitation of rural peasants.
The Chinese government started to explicitly address this issue in 2002 but the real impact of these policies has been limited. Many people advocate the abolition of the Hukou system but this alone may not have a significant impact on reducing inequality, because it would not help if the rural poor moved and added to the stock of urban poor. Furthermore, the waiving of rural taxes and ensuring equality of opportunity alone may not be enough to energize the rural areas. More is needed than equal opportunities. Rather to help overcome the burden resulting from previous distortions and discrimination in terms of investment, a more comprehensive healthcare, education and investment programme is necessary in rural areas. This may be achieved by the market alone but will be faster and more effective if state intervention was not as distorted and more equality enhancing than has previously been the case. viii See Lora-Wainwright (2010) for a field study from an anthropologist and villager perspective.
ix The government in a developing country, use price scissors to extract profits from peasants in the rural sector to subsidize workers in the urban sector. As a result, the government in this setting could increase capital accumulation using price scissors.
x In some cases, people work less to stay below a high tax threshold. This is illustrated by the famous example of Swedish dentists, who earn so much in a high tax economy, they reduce their hours worked. This makes the demand for dentists greater than supply and thus the price rises, prompting them to reduce their hours still further and so on.
xi For the country as whole however there is the alternative of bringing the investment to them.
xii According to Zhang and Erikisson (2010, ) , "the proportion of inequality in opportunity to inequality in income is 0. 46, 0.49, 0.48, 0.57, 0.65 and 0.63 in the years 1989, 1991, 1993, 1997, 2000, 2004 and 2006, respectively."
xiii The UK, for example, has allowed permanent residency to be gained after legally working for 5 years, or lawful residence for 10 years.
